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3 4 1 
T H E FI V E P E R C E N T FI G L E A F 
R a y D. M a d off *  
IN T R O D U C TI O N  
W h at d o w e as k of pri v at e f o u n d ati o ns ? W h at s h o ul d w e ? 
T h e c urr e nt a ns w er t o t his first q u esti o n, pr o vi d e d b y T a x R ef o r m A ct 
of 1 9 6 9, a n d c o nti n ui n g t o t his d a y, is t h e a n n u al p a y o ut r e q uir e m e nt w hi c h 
r e q uir es pri v at e f o u n d ati o ns t o s p e n d 5 % of t h eir ass et s e a c h y e ar. U n d er t his 
r ul e, a pri v at e f o u n d ati o n wit h ass ets i n a gi v e n y e ar of $ 1 0, 00 0, 0 0 0, w o ul d 
b e r e q uir e d t o s p e n d $ 5 0 0, 0 0 0 o n c h arit a bl e p ur p os es i n t h e f oll o wi n g y e ar, 
or els e f a c e a p e n alt y. 1  T h e p ur p os e of t h e p a y o ut r e q uir e m e nt r ul e w as t o 
a d dr ess t h e c o n c er n t h at d o n ors t o pri v at e f o u n d ati o ns g et si g n ifi c a nt u p-fr o nt 
t a x b e n efits f or t h eir cr e ati o n of a pri v at e f o u n d ati o n, b ut t h at, a bs e nt a p a y o ut 
r ul e, t h er e c o ul d b e a n e ar u nli mit e d d el a y b et w e e n t h e ti m e of t a x b e n efit s 
a n d t h e ti m e t h e p u bli c b e n efit e d fr o m t h e c h arit a bl e a cti viti e s of t h e pri v at e 
f o u n d ati o n. 
J u d gi n g b y a p p e ar a n c es, t h e 5 % r ul e is str o n g er t h a n e v er. F or at l e ast 
fift e e n y e ars t h er e h a v e b e e n n o C o n gr essi o n al pr o p os als or l o b b yi n g eff orts 
t o c h a n g e t h e 5 % p a y o ut r ul e.2  M or e o v er, t h e 5 % p a y o ut r ul e h as b e c o m e 
wi d el y a c c e pt e d a n d wi d el y t o ut e d ( b y t h e f o u n d ati o n w orl d, a m o n g ot h ers) 
as  a  r e as o n a bl e  c o m pr o mis e  t h at  all o ws  pri v at e  f o u n d ati o ns  t o  e xist  i n 
p er p et uit y  w hil e  e ns uri n g  t h at  a  p orti o n  of  t h eir  f u n ds  b e  p ut t o  c urr e nt 
c h arit a bl e  us e.  E v e n  m or e  i m p ort a ntl y,  t h e  5 %  p a y o ut  r ul e  h as  s er v e d  t o 
l e giti m at e pri v at e f o u n d ati o ns t o t h e p u bli c, b y gi vi n g f o u n d ati o n s a r e a dil y 
r e c o g ni z e d r ol e of pr o vi di n g st e a d y s o ur c es of c a pit al t o n o n profits. All of 
                                                                                                                           
 
*  R a y M a d off is a pr of ess or at B ost o n C oll e g e L a w S c h o ol a n d t h e Dir e ct or a n d C o- F o u n d er of t h e 
F or u m  o n  P hil a nt hr o p y  a n d  t h e  P u bli c  G o o d.  S p e ci al  t h a n ks  f or  t h eir  i nsi g hts  t o  Bri a n  G all e,  R o g er 
C oli n v a u x, P hili p H a c k n e y, D a n a Br a k m a n- R eis er a n d t h e ot h er at t e n d e es of Pitts b ur g h T a x R e vi e w’s 
s y m p osi u m T H E  1 9 6 9 TA X R E F O R M A C T A N D C H A RI TI E S : F I F T Y Y E A R S L A T E R . 
1  Alt h o u g h t hi s is c o m m o nl y r ef err e d t o a s a p a y o ut r e q uir e m e nt, a m or e a c c ur at e d es cri pti o n is 
t h at a t a x is i m p os e d o n t h os e pri v at e f o u n d ati o ns t h at f ail t o m e et t h e 5 % p a y o ut r ul e. I. R. C. § 4 9 4 2. 
2  S e e  i d. 
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t h es e t hi n gs m a k e it s e e m t h at t h e 5 % p a y o ut r ul e is w ell e st a blis h e d as b ot h 
a pr a cti c al a n d t h e or eti c al m att er. 
H o w e v er, d es pit e t h e a p p ar e ntl y r o b ust n at ur e of t h e 5 % p a y o ut r ul e, 
t his Arti cl e ar g u es t h at t h e 5 % p a y o ut r ul e o p er at es m or e as a fi g l e af t h a n as 
a m e a ni n gf ul c o ntr ol o n pri v at e f o u n d ati o n s p e n di n g. A n al y zi n g h o w t h e r ul e 
o p er at es fift y y e ars aft er its e n a ct m e nt, it h as b e c o m e i n cr e as i n gl y e vi d e nt 
t h at t h e m e a ni n g of t h e t er m “ p a y o ut ” is s o el asti c t h at t h e r ul e c a n n ot b e 
r eli e d u p o n t o f ulfill its st at e d p ur p os e of e ns uri n g t h e c urr ent fl o w of d oll ars 
t o c h arit a bl e a cti viti es. I n p arti c ul ar, t h e a bilit y t o m e et p ay o ut r e q uir e m e nt s 
b y:  ( 1) p a yi n g  u nli mit e d  a d mi nistr ati v e  e x p e ns es  of  t h e  f o u n d at i o n 
(i n cl u di n g  s al ari es  a n d  tr a v el  e x p e ns es  f or  f a mil y  m e m b ers),  ( 2) m a ki n g 
u nli mit e d c o ntri b uti o ns t o d o n or- a d vis e d f u n ds ( w hi c h t h e ms el v e s h a v e n o 
f urt h er  p a y o ut  r e q uir e m e nt),  a n d ( 3)  m a ki n g  i n v est m e nts  ( pr o vi d e d  t h e y 
q u alif y  as  “ pr o gr a m-r el at e d  i n v est m e nts ”)  gi v e  pri v at e  f o u n d ati o n s  a m pl e 
o p p ort u nit y  t o  s kirt  t h e  p ur p os e,  w hil e  still  f ulfilli n g  t h e  l e tt er,  of  t h e  l a w 
g o v er ni n g p a y o ut. 
T his Arti cl e pr o c e e ds i n t hr e e p arts. P art I o utli n es t h e l a w a n d hist or y 
of pri v at e f o u n d ati o n r e g ul ati o n. It b e gi ns wit h a bri ef d es cripti o n of t h e t a x 
b e n efits of cr e ati n g pri v at e f o u n d ati o ns, a n d t h e n t ur ns t o t h e  p arti c ul ar r ul es 
a n d r estri cti o ns a p pli c a bl e t o pri v at e f o u n d ati o ns, i n cl u di n g t h e 5 % p a y o ut 
r e q uir e m e nt. P art II t h e n t ur ns t o c o nsi d er w h et h er u n d er t h e curr e nt r ul es t h e 
p a y o ut r ul e a ct u all y w or ks t o a c c o m plis h its i nt e n d e d g o als. Fi n all y, P art III 
c o nsi d ers p oli c y pr o p os als d esi g n e d t o r efi n e t h e r ul es s o t h at  t h e y c a n m or e 
cl os el y  f ulfill  t h e  l ar g er  p ur p os e  of  t h e  r ul es  pr o vi di n g  t a x  b e n efits  f or 
c h arit a bl e gi vi n g. 
I. T A X B E N E FI T S O F C R E A TI N G P RI V A T E F O U N D A TI O N S  
C urr e nt  l a w  pr o vi d es  n u m er o us  t a x  b e n efits  f or  d o n ors  m a ki n g 
c h arit a bl e gifts, i n cl u di n g f u n di n g pri v at e f o u n d ati o ns. 3  C h arit a bl e d o n ati o ns 
                                                                                                                           
 
3   I. R. C.  § 1 7 0.  All  c h arit a bl e  or g a ni z ati o ns  ar e  c at e g ori z e d  as eit h er  p u bli c  c h ariti es  or  pri v at e 
f o u n d ati o ns. I n g e n er al, p u bli c c h ariti es r e c ei v e f u n ds fr o m a br o a d gr o u p of d o n ors a n d h a v e b o ar d s t h at 
ar e r es p o nsi v e t o s u c h d o n ors, w hil e pri v at e f o u n d ati o ns ar e of t e n f u n d e d a n d c o ntr oll e d b y o n e p ers o n or 
f a mil y. F or e x a m pl e, t h e U nit e d W a y a n d t h e A m eri c a n C a n c er S o ci et y ar e p u bli c c h ariti es b e c a us e t h e y 
r e c ei v e s u bst a nti al s u p p ort fr o m t h e g e n er al p u bli c. T h e F or d Fo u n d ati o n is a pri v at e f o u n d ati o n b e c a us e 
it r e c ei v e d its f u n di n g fro m a si n gl e f a mil y. F e d er al t a x l a w d r a ws a disti n cti o n b et w e e n t h e t w o b e c a us e 
C o n gr e s s  s a w  m or e  o p p ort u nit y  f or  a b u s e  a n d  a  gr e at er  n e e d  f or r e g ul at or y  o v ersi g ht  f or  pri v at e 
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ar e eli gi bl e f or t h e i n c o m e t a x c h arit a bl e c o ntri b uti o n d e d u cti o n ( w hi c h c a n 
pr o vi d e  b e n efits  u p  t o  3 7 %  of  t h e  gift  f or  t a x p a y ers  i n  t h e  hi g h est  t a x 
br a c k et). 4  I n a d diti o n, if t h e d o n or tr a nsf ers a p pr e ci at e d pr o p ert y i nst e a d of 
c as h,  t h e n  t h e  d o n or  c a n  als o  a v oi d  a  t a x  o n  t h e  c a pit al  g ai ns t h at  w o ul d 
ot h er wis e b e i m p os e d o n t h e s al e of t h e pr o p ert y. 5  T h es e c a n s a v e a d o n or u p 
t o a n a d diti o n al 2 0 % of t h e v al u e of t h e gift. Fi n all y, pr o p erty tr a nsf err e d t o 
c h arit y is n ot s u bj e ct t o est at e or gift t a x es. 6  T h e c o m bi n e d eff e ct of t h es e 
pr o visi o ns  is  t h at  d o n ors  c a n  s a v e  u p  t o  7 4 %  i n  t a x es  f or  t h eir   c h arit a bl e 
gifts. 7  
U p u ntil t h e mi d dl e of t h e 2 0t h c e nt ur y, all c h arit a bl e d o n ati o ns w er e 
tr e at e d  t h e  s a m e  f or  t a x  p ur p os es,  r e g ar dl ess  of  w h et h er  t h e  c harit a bl e 
or g a ni z ati o n r e c ei vi n g t h e pr o p ert y r e c ei v e d br o a d p u bli c s u p p o rt a n d w a s 
e n g a g e d  i n  dir e ct  c h arit a bl e  w or k  (s u c h  as  o p er ati n g  a  s o u p  kit c h e n  or 
r u n ni n g  a  m us e u m,  h os pit al  or  c oll e g e),  or  w h et h er  it  w as  f u n d ed  b y  a n 
i n di vi d u al  or  f a mil y  a n d  si m pl y h el d  d o n at e d  f u n ds  f or  t h e  e v e n t u al 
distri b uti o n  t o  ot h er  i n di vi d u als  or  or g a ni z ati o ns  d oi n g  dir e ct   c h arit a bl e 
w or k. 8   T h er e  w as  a  si n gl e  r ul e  t h at  si m pl y  r e q uir e d  t h at  all  c h arit a bl e 
                                                                                                                           
 
s h o ul d b e m or e li mit e d t h a n d o n ati o n t o p u bli c c h ariti e s. R A Y D.  M A D O F F E T A L ., C h a rit a bl e Gi vi n g , i n 
P R A C TI C A L G UI D E T O E S T A T E P L A N NI N G § 1 0. 0 3[ A] ( 2 0 2 0). 
4  S e e  I. R. S. P u b. N o. 5 2 6, C h arit a bl e C o ntri b uti o ns ( 2 0 1 9); 7 C h arit a bl e T a x D e d u cti o n Q u esti o ns 
A ns w er e d , FI D E LI T Y C H A RI T A B L E , htt ps:// w w w.fi d elit y c h arit a bl e.or g/ g ui d a n c e/ c h arit a bl e-t a x-st r at e gi es/ 
c h arit a bl e-t a x- d e d u cti o ns. ht ml (l ast visit e d A pr. 1 4, 2 0 2 0). 
5  I. R. S. P u b. N o. 5 5 2 6, C h arit a bl e C o ntri b uti o n s 1 2 ( 2 0 1 9). 
6  I. R. C. § § 2 0 5 5 & 2 5 2 2. 
7  W h y d o e s C o n gr e s s pr o vi d e s u c h g e n er o us t a x b e n efits f or c h ari t a bl e gi vi n g ? T h e pr e v aili n g vi e w 
is  t h at  s u bsi di es  m a k e  u p  f or  t w o  m ar k et  f ail ur es,  o n e  e c o n o mi c  a n d  o n e  p oliti c al.  D es pit e  o ur  b est 
i nt e nti o ns, m o st h u m a ns r e m ai n at l e ast s o m e w h at s elf-i nt er est ed. W e t h er ef or e ar e us u all y u n willi n g t o 
p a y f ull y f or b e n efits  t h at a c cr u e t o ot h er p e o pl e — w h at a n e c o no mist w o ul d c all “ p ositi v e e xt er n aliti es. ” 
M a n y g o o ds, o n c e p ur c h as e d b y o n e  p ers o n, pr o vi d e a d diti o n al s pill o v er b e n efits t o ot h ers, s o t h at n o o n e 
i n di vi d u al h as a n i n c e nti v e t o pr o vi d e as m u c h as w o ul d b e i d e al fr o m a s o ci al p ers p e cti v e. E x a m pl es 
i n cl u d e p u bli c p ar ks, m u s e u ms, a n d m e di c al r es e ar c h. B y off eri ng t a x b e n efit s, C o n gr e s s h o p e s t h at w e 
c a n  b e  m oti v at e d  t hr o u g h  s elfis h  c o nsi d er ati o ns  t o  p ur c h as e  m or e  of  t h e  p ositi v e- e xt er n alit y  g o o ds, 
m o vi n g  s o ci et y  cl os er  t o  t h e  l e v el  it  w o ul d  c h o o s e  if  n ot  f or  t h e  m ar k et’s  f ail ur e.  Bri a n  G all e  &  R a y 
M a d off, T h e M yt h of P a y o ut R ul es: W h er e D o W e G o f r o m H er e ? , i n GI VI N G I N T I M E ( B e nj a mi n S o s ki s 
e d., Ur b a n I nstit ut e Pr ess f ort h c o mi n g). 
8  S e e  V a d a W at ers Li n ds e y, T h e C h arit a bl e C o ntri b uti o n D e d u cti o n:  A Hist ori c al Vi e w a n d a L o o k 
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or g a ni z ati o ns  b e  “ or g a ni z e d  a n d  o p er at e d  f or  ‘ c h arit a bl e’  p ur p o s es . . . . ” 9  
H o w e v er,  t h e  e x p o n e nti al  gr o wt h  of  pri v at e  c h arit a bl e  f o u n d ati o ns  al o n g 
wit h t h eir us e f or p oliti c al p ur p os es a n d e x pli cit a n d a u d a ci o u s m ar k eti n g of 
pri v at e  c h arit a bl e  f o u n d ati o ns  as  t a x  s h elt ers  f or  t h e  w e alt h y br o u g ht 
C o n gr essi o n al att e nti o n. 1 0  
C o n gr ess w as p arti c ul arl y c o n c er n e d a b o ut t h e dis c o n n e ct b et w e e n t h e 
ti m e of t a x b e n efit f or d o n ors a n d t h e ti m e of b e n efit f or s o ciet y. I n t h e w or ds 
of t h e J oi nt C o m mitt e e o n T a x ati o n Bl u e b o o k, “ As a r es ult, w hil e t h e d o n or 
m a y h a v e r e c ei v e d s u bst a nti al t a x b e n efits fr o m his c o ntri b uti o n c urr e ntl y, 
c h arit y m a y h a v e r e c ei v e d a bs ol ut el y n o c urr e nt b e n efit. ” 1 1  T his c o n c er n w as 
es p e ci all y gr e at at t h e ti m e w h e n, d u e t o hi g h t a x r at es, t h e t a x b e n efits of 
c h arit a bl e gi vi n g w er e e v e n m or e b e n efi ci al t h a n t h e y ar e t o d a y .1 2  
C o n gr ess  w as  s e nsiti z e d  t o  t h e  i m p ort a n c e  of  t his  iss u e  b y  t h e 
d e v el o p m e nt  a n d  a c c e pt a n c e  of  t h e  c o n c e pt  of  “t a x  e x p e n dit ur e ” i n  t h e 
1 9 6 0s. 1 3   At  t h at  ti m e,  A ssi st a nt  S e cr et ar y  of  t h e  Tr e as ur y  St a nl e y  S urre y 
d e v el o p e d  t h e  t h e or y  t h at  t a x  pr ef er e n c es  w er e  f u n cti o n all y  e q u i v al e nt  t o 
dir e ct  g o v er n m e nt  s p e n di n g. 1 4   T h e  t h e or y  of  t a x  e x p e n dit ur es  h as  b e c o m e 
w ell a c c e pt e d a n d is u s e d b y t h e C o n gr essi o n al B u d g et Offi c e i n  c al c ul ati n g 
t h e  f e d er al  b u d g et.1 5   A p pl yi n g  t h e  t a x  e x p e n dit ur e  a n al y sis,  if  a  t a x p a y er 
w er e t o r e c ei v e a $ 4, 0 0 0, 0 0 0 r e d u cti o n i n t a x es f or cr e ati n g a $ 1 0, 0 0 0, 0 0 0 
pri v at e f o u n d ati o n t h at w as r e c o g ni z e d as b ei n g f u n cti o n all y t h e s a m e a s if 
t h e  d o n or  c o ntri b ut e d  $ 6, 0 0 0, 0 0 0  a n d  t h e  g o v er n m e nt  c o ntri b ut e d 
                                                                                                                           
 
9  I R S E O C P E TE X T ,  TH E C O N C E P T  O F C H A RI T Y   1 – 4  ( 1 9 8 0),  htt ps:// w w w. g o o gl e. c o m/ 
s e ar c h ? q =t h e + c o n c e pt + of + c h arit y +i rs & o q =t h e + c o n c e pt + of + c h arit y +irs & a q s = c hr o m e. 0. 6 9i 5 9j 0. 3 6 8 9j 0j
7 &s o ur c ei d = c hr o m e &i e = U T F- 8. 
1 0  S e e  T h o m as A. Tr o y er, T h e 1 9 6 9 Pri v at e F o u n d ati o n L a w: Hi st o r i c al P er s p e cti v e o n Its Ori gi ns 
a n d U n d e r pi n ni n gs , 2 7 EX E M P T O R G . T A X R E V . 5 2 ( 2 0 0 0). 
1 1  ST A F F  O F  T H E J.  C O M M .  O N T A X A TI O N ,  9 1S T  CO N G ., G E N E R A L E X P L A N A TI O N  O F  T H E T A X 
R E F O R M A C T O F  1 9 6 9, at 3 6 ( C o m m. Pri nt 1 9 7 0) [ h er ei n aft er J. C O M M . O N T A X A TI O N ]. 
1 2  T h e hi g h e st m ar gi n al r at e w as 7 7 % i n 1 9 6 9, c o m p ar e d t o 3 7 % i n 2 0 2 0. 
1 3  S e e g e n er all y  Li n d s e y, s u p r a  n ot e 8. 
1 4  St a nl e y S urr e y, F e d er al I n c o m e T a x R ef or m , 8 4 HA R V . L.  R E V . 3 5 2 ( 1 9 7 0). 
1 5  CO N G . B U D G E T O F FI C E , T H E D I S T RI B U TI O N O F M AJ O R T A X E X P E N DI T U R E S I N T H E IN DI VI D U A L 
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$ 4, 0 0 0, 0 0 0  t o w ar d  t h e  cr e ati o n  of  t h at  pri v at e  f o u n d ati o n. 1 6   S e e n  as  a 
s u bstit ut e f or dir e ct s p e n di n g, it is n ot s ur prisi n g t h at C o n gr ess b e g a n t o as k 
w h at  t h e  p u bli c  w as  r e c ei vi n g  i n  e x c h a n g e  f or  t his  si g nifi c a nt c urr e nt 
“ e x p e n dit ur e ” of p u bli c r es o ur c es. 
T h e first pr o p os als c o nsi d er e d e ns uri n g t h at c h arit a bl e f u n ds w o ul d b e 
p ut t o us e i n a ti m el y m a n n er b y li miti n g t h e lif e of pri v at e f o u n d ati o ns t o a 
t er m  of  t w e nt y-fi v e  or  f ort y  y e ars.  Alt h o u g h  t er m  li mits  w er e  ulti m at el y 
r ej e ct e d, C o n gr ess di d e n a ct pr o visi o ns d esi g n e d t o ass ur e dist ri b uti o n of at 
l e ast a p orti o n of t h e pri v at e f o u n d ati o n’ s ass ets. T h e first rul es, e n a ct e d i n 
1 9 5 4, di d n ot r e q uir e s p e cifi c p a y o ut of f u n ds, b ut i nst e a d pr o vi d e d t h at a 
pri v at e  f o u n d ati o n  c o ul d  l os e  its  t a x- e x e m pt  st at us  if  its  a c c u m ul ati o n  of 
i n c o m e  w as  “ u nr e as o n a bl e  i n  a m o u nt  a n d  d ur ati o n. ”1 7   T his  r ul e  h a d  littl e 
pr a cti c al  eff e ct  as  t h e  st a n d ar d  w as  t o o  v a g u e  a n d  t h e  p e n alt y — l oss  of 
e x e m pt st at us — w as s o dr a c o ni a n t h at it w as r ar el y i m p os e d. 
As  a  r es ult  of  diss atisf a cti o n  wit h  t h e  r ul e  a g ai nst  a c c u m ul ati o n  of 
i n c o m e, C o n gr ess w as ur g e d b y t h e Tr e as ur y t o e n a ct a r ul e r e g ar di n g p a y o ut 
t h at  w o ul d  b e  m or e  eff e cti v e.1 8   T h e  pr o p os e d  r e m e d y  w as  t o  i m p os e  a 
m a n d at or y p a y o ut of all of a f o u n d ati o n’s n et i n c o m e o n a r e as o n a bl y c urr e nt 
b asis. 1 9  C o n gr ess a d o pt e d a f or m of Tr e as ur y’ s pr o p os al w h e n it e n a ct e d t h e 
T a x  R ef or m  A ct  of  1 9 6 9.  As  ori gi n all y  e n a ct e d,  t h e  p a y o ut  r ul e r e q uir e d 
pri v at e f o u n d ati o ns t o distri b ut e t h e gr e at er of t h e pri v at e f o u n d ati o n’ s n et 
i n v est m e nt  i n c o m e  or  6 %.  H o w e v er,  t his  w as  e v e nt u all y  m o difi e d t o  t h e 
c urr e nt r ul e t h at i m p os e d a t a x o n pri v at e f o u n d ati o ns t h at f ai l t o s p e n d at 
l e ast 5 % of t h eir as s ets e a c h y e ar o n t h eir c h arit a bl e p ur p os e. U n d er t his r ul e, 
                                                                                                                           
 
1 6  Willi a m M c Bri d e, A Bri ef Hist or y of T a x E x p e n dit ur es , TA X F O U N D . ( A u g. 2 2, 2 0 1 3), htt p:// 
t a xf o u n d ati o n. or g/ arti cl e/ bri ef- hist or y-t a x- e x p e n dit ur es. B e gi nni n g i n 1 9 7 4, C o n gr e s s r e q uir e d t h at t h e s e 
t a x e x p e n dit ur es b e r e c or d e d an n u all y as p art of t h e f e d er al b u d g et. S e e  St a nl e y S urr e y, F e d e r al I n c o m e 
T a x R ef or m , 8 4 HA R V . L.  R E V . 3 5 2 ( 1 9 7 0). 
1 7  I. R. C. § 5 0 4( a)( 1) ( 1 9 5 4) (r e p e al e d b y P u b. L. N o. 9 1- 1 7 2, § 1 0 1(j)( 1 5)). 
1 8  CO M M . O N F I N A N C E,  8 9T H  CO N G .,  TR E A S U R Y D E P A R T M E N T R E P O R T  O N P RI V A T E 
F O U N D A TI O N S  ( C o m m. Pri nt 1 9 6 5). 
1 9  T hi s r e m e d y pr o p os e d t h at pri v at e n o n- o p er ati n g f o u n d ati o ns m ust e x p e n d all n et i n c o m e b y t h e 
e n d of t h e y e ar f oll o wi n g t h e y e ar s u c h i n c o m e is r e c ei v e d, i n c l u di n g or di n ar y i n v est m e nt i n c o m e a n d 
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o ur $ 1 0, 0 0 0, 0 0 0 pri v at e f o u n d ati o n w o ul d b e r e q uir e d t o “ p a y o u t ” at l e ast 
$ 5 0 0, 0 0 0 p er y e ar or els e b e s u bj e ct t o a p e n alt y t a x. 
II. H O W M E A NI N G F U L IS T H E F I V E P E R C E N T P A Y O U T R U L E ? 
T h e p ur p os e of t h e 5 % p a y o ut r ul e w as t o r e q uir e pri v at e f o u n d a ti o ns t o 
m a k e  r e g ul ar  distri b uti o ns  of  t h eir  ass ets  f or  c h arit a bl e  p ur p o s es.  Pri v at e 
f o u n d ati o ns t y pi c all y m e et t h eir 5 % p a y o ut o bli g ati o ns b y m a ki ng gr a nts t o 
p u bli c  c h ariti es.  H o w e v er,  t h e  r ul es  pr o vi d e d  i n  t h e  t a x  c o d e  a r e  n ot  s o 
li mit e d. “ Q u alif yi n g distri b uti o ns ” ar e d efi n e d i n s e cti o n 4 9 4 2( g) as m e a ni n g 
a n y  a m o u nt  p ai d  t o  a c c o m plis h  t h e  or g a ni z ati o n’s  c h arit a bl e  p ur p os e 
(i n cl u di n g r e as o n a bl e a d mi nistr ati v e e x p e ns es) or a n y a m o u nt p ai d t o a c q uir e 
a n ass et us e d t o c arr y o ut its e x e m pt p ur p os e. 2 0  
A s  a  r es ult  of  t his  br o a d  d efi niti o n,  i n  a d diti o n  t o  o utri g ht  g r a nts  t o 
p u bli c  c h ariti es,  mi ni m u m  distri b uti o n  r e q uir e m e nts  c a n  als o  b e  m et b y: 
( 1) p a yi n g  a d mi nistr ati v e  e x p e ns es  of  t h e  f o u n d ati o n,  i n cl u di n g  s al ari e s, 
w hi c h c a n g o t o f a mil y m e m b ers, ( 2) m a ki n g c o ntri b uti o ns t o d o n or- a d vis e d 
f u n ds (fr o m w hi c h t h er e ar e n o f urt h er p a y o ut r e q uir e m e nts), a nd ( 3) m a ki n g 
pr o gr a m-r el at e d  i n v est m e nts. 2 1   T a k e n  t o g et h er,  t h es e  r ul es  pr o vi d e  a m pl e 
o p p ort u nit y  f or  f o u n d ati o ns  t o  s atisf y  t h eir  5 %  p a y o ut  o bli g ati o n  wit h o ut 
m a ki n g a n y tr a diti o n al gr a nts t o s u p p ort c h arit a bl e a cti viti es.  
A. A d mi nistr ati v e E x p e ns e s 
A  pri v at e  f o u n d ati o n  c a n  m e et  its  5 %  p a y o ut  r e q uir e m e nt  b y  p a yi n g 
s al ari e s, tr ust e e f e es a n d ot h er a d mi nistr ati v e e x p e ns es. T h e o nl y li mit ati o n 
o n  a d mi nistr ati v e  e x p e ns es  is  t h at  t h e y  b e  “r e as o n a bl e  a n d  n e c e ss ar y. ” 2 2  
O n c e  t h e y  s atisf y  t h at  st a n d ar d,  t h er e  is  n o  o v er all  li mit ati o n   o n  t h e  t ot al 
a m o u nt of a d mi nistr ati v e e x p e ns es t h at c a n q u alif y. 
T h e  r es ult  of  t his  r ul e  i s  t h at  a  si g nifi c a nt  p orti o n  of  a  pri v at e 
f o u n d ati o n’ s p a y o ut o bli g ati o n c a n b e m et b y s al ari es, r e nt, trust e e f e es a n d 
                                                                                                                           
 
2 0   E x cl u d e d  fr o m  t hi s  ar e  c o ntrib uti o ns  t o  or g a ni z ati o ns  c o ntr oll e d  b y  t h e  f o u n d ati o n  or  a 
dis q u alifi e d  p ers o n  wit h  r es p e ct  t o  t h e  f o u n d ati o n  a n d  c o ntri b uti o ns  t o  pri v at e  f o u n d ati o ns.  I. R. C. 
§ 4 9 4 2( g)( 1)( A). 
2 1  I d. 
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tr a v el e x p e ns es. T h e a bilit y t o cr e dit t h es e e x p e ns es mi g ht m a ke s e ns e f or t h e 
l ar g est pri v at e f o u n d ati o ns wit h pr of essi o n al st affs, si n c e t h e c h arit a bl e w or k 
t h at  t h es e  or g a ni z ati o ns  ar e  d oi n g  is  pri m aril y  t h e  a d mi nistr ati v e  w or k  of 
c h o osi n g  a n d  s u p p orti n g  gr a nts.  H o w e v er,  t his  r ul e  all o wi n g  u nl i mit e d 
a d mi nistr ati v e  e x p e ns es  is  m or e  tr o u bli n g  i n  t h e  c o nt e xt  of  s m a ll  f a mil y 
f o u n d ati o ns w h er e a si g nifi c a nt p orti o n of t h e a d mi nistr ati v e fe es i s li k el y t o 
fl o w t o t h e d o n or’s f a mil y a n d fri e n ds.2 3  T h u s, t o r et ur n t o o ur e x a m pl e of 
o ur  $ 1 0, 0 0 0, 0 0 0  f o u n d ati o n,  it  is  p ossi bl e  f or  m o st  or  all  of  t h e  $ 5 0 0, 0 0 0 
p a y o ut  r e q uir e m e nt  t o  b e  m et  b y  p a yi n g  s al ari es  t o  t h e  d o n or’s  c hil dr e n, 
m ai nt ai ni n g  a  ni c e  offi c e  s p a c e  a n d  p a yi n g  tr a v el  e x p e ns es  f or a n n u al 
m e eti n gs i n e x oti c l o c al es. 
I n  p art  t o  a d dr ess  t h es e  c o n c er ns,  i n  2 0 0 3  bi- p artis a n  l e gisl at i o n 
pr o p os e d  a dj ust m e nts  t o  t h e  a d mi nistr ati v e  e x p e ns es  pr o visi o n. 2 4  T h e 
pr o p os e d l e gisl ati o n w o ul d h a v e p r o hi bit e d o p er ati n g e x p e ns es, li k e r e nt a n d 
s al ari e s, fr o m q u alif yi n g as distri b uti o ns f or p ur p os es of t h e 5 % p a y o ut r ul e. 2 5  
H o w e v er,  t h e  l e gisl ati o n  di d  n ot  p ass — m e a ni n g  pri v at e  f o u n d ati o ns  c a n 
c o nti n u e t o i n cl u d e a d mi nistr ati v e e x p e ns es wit hi n q u alif yi n g d istri b uti o ns 
t o m e et t h e 5 % p a y o ut r ul e. 
B. D o n or- A d vis e d F u n ds 
Pri v at e  f o u n d ati o ns  m ost  t y pi c all y  m e et  t h eir  p a y o ut  o bli g ati o n s  b y 
m a ki n g o utri g ht distri b uti o ns t o p u bli c c h ariti es. T y pi c all y, t h es e d o n ati o ns 
t a k e  t h e  f or m  of  o utri g ht  distri b uti o ns  t o  u ni v ersiti es,  h os pitals,  c h ur c h es, 
f o o d b a n k s, m u s e u ms a n d ot h er org a ni z ati o ns, e n g a g e d i n dir e ct c h arit a bl e 
a cti viti es. A p pli e d t his w a y, it is e as y t o u n d erst a n d h o w C o n g r ess b eli e v e d 
t h e p a y o ut r ul e w o ul d ass ur e t h at pri v at e f o u n d ati o n ass et s w o ul d b e p ut t o 
c urr e nt c h arit a bl e us e. 
                                                                                                                           
 
2 3   Sl o a n  C.  Wi es e n, F o u n d ati o n  Al m s  f o r  t h e  Ri c h ? ,  NA T ’L C O M M . F O R R E S P O N SI V E 
P HI L A N T H R O P Y  ( 2 0 0 3), htt p:// w w w. n cr p. or g/ w p- co nt e nt/ u pl o a ds/ 2 0 2 0/ 0 6/ R P- F all 2 0 0 3- F o u n d ati o n _ 
Al ms _f or _t h e _ Ri c h. p df. 
2 4  S e e,  e. g. , C A R E A ct, S. 2 7 2, 1 0 8t h C o n g. ( 2 0 0 3); C h arit a bl e Gi vi n g A ct, H. R. 7, 1 0 8t h C o n g. 
( 2 0 0 3). 
2 5   I a n  Wil h el m  &  Br a d  W ol v ert o n, P u s hi n g Gr a nt M a k ers ,  CH R O NI C L E  O F P HI L A N T H R O P Y  1 5 
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H o w e v er, t h e t er m p u bli c c h arit y is n ot li mit e d t o t h o s e or g a ni z ati o ns 
e n g a g e d  i n  dir e ct  c h arit a bl e  w or k.  It  als o  i n cl u d es  gr a nt- m a ki n g 
i nstit uti o ns —li k e  c o m m u nit y  f o u n d ati o ns — pr o vi d e d  t h e  or g a ni z atio n 
r e c ei v es br o a d p u bli c s u p p ort.2 6  T h us, pri v at e f o u n d ati o ns c a n als o m e et t h eir 
p a y o ut  o bli g ati o ns  b y  m a ki n g  distri b uti o ns  t o  c o m m u nit y  f o u n d at i o ns  a n d 
ot h er p u bli cl y s u p p ort e d gr a nt- m a ki n g or g a ni z ati o ns. 
T his  e x c e pti o n  ori gi n all y  di d  n ot  r ais e  m a n y  c o n c er ns  b e c a us e  t h e 
ulti m at e s p e n di n g d e cisi o ns o v er c o m m u nit y f o u n d ati o n f u n ds w er e m a d e b y 
t h e m a n a g ers of t h e c o m m u nit y f o u n d ati o ns a n d t h er e w as e v er y re as o n t o 
b eli e v e t h at s p e n di n g d e cisi o ns w o ul d b e b as e d o n t h e i nt er ests  a n d n e e ds of 
t h e c o m m u nit y b ei n g s er v e d. 
H o w e v er, c o m m u nit y f o u n d ati o ns pr o m ot e d a v e hi cl e t h at w o ul d pr o v e 
t o b e v er y eff e cti v e i n attr a cti n g c h arit a bl e d oll ars ( e v e n if l ess eff e cti v e i n 
g etti n g f u n d s t o t h e l o c al c o m m u nit y): t h e d o n or- a d vis e d f u n d. 2 7  I n or d er t o 
a c c o m plis h t h e t a x g o als of gi vi n g t h e d o n or a c urr e nt c h arit a b l e d o n ati o n, 
c o ntri b uti o ns t o d o n or- a d vis e d f u n ds ar e str u ct ur e d  as o utri g ht  gifts t o t h e 
s p o ns ori n g  or g a ni z ati o n  (i n  t his   c as e,  t h e  c o m m u nit y  f o u n d ati o n). B ut t h e 
u n d erst a n di n g  of  t h e  p arti es  is  t h at  d o n ors,  or  t h eir  d esi g n at e d  a g e nts,  ar e 
gi v e n  a d vis or y  ri g hts  w hi c h  a m o u nt  t o  o n- g oi n g  d e  f a ct o  c o ntr ol   o v er  t h e 
                                                                                                                           
 
2 6  A c h arit y is tr e at e d as r e c ei vin g br o a d p u bli c s u p p ort if it r e c ei v es at l e ast o n e-t hir d of its s u p p ort 
fr o m t h e g e n er al p u bli c ( d efi n e d as i n di vi d u als w h o h a v e pr o vi d e d l ess t h a n 2 % of t h e or g a ni z ati o n’s 
s u p p ort). R A Y D.  M A D O F F E T A L ., P R A C TI C A L G UI D E T O E S T A T E P L A N NI N G  ( 2 0 2 0). 
C o m m u nit y F o u n d ati o ns d e v el o p e d t h e D A F as a f u n dr aisi n g t o ol t h at a p p e al e d t o d o n ors 
w h o w a nt e d t o r e m ai n i n v ol v e d i n  a d visi n g h o w t h eir d o n at e d f u nds s h o ul d b e s p e nt. Aft er 
m a ki n g a t y pi c all y l ar g e gift a d o n or c o ul d c o ns ult wit h c o m m u n it y f o u n d ati o n st aff a b o ut 
h o w  b est  t o  dir e ct  f u n ds  f or  t h e  b e n efit  of  t h e  c o m m u nit y  s er v e d.  T h e  m o d el  w as 
c o ns ult ati v e, b et w e e n d o n or a n d i nstit uti o n, a n d missi o n f o c us e d — gr o u n d e d b y t h e pl a c e-
b a s e d e x e m pt p ur p o s e of t h e c o m m u nit y f o u n d ati o n. 
R o g er C oli n v a u x, D ef e n di n g Pl a c e- B a s e d P hil a nt hr o p y b y  D efi ni n g t h e C o m m u nit y F o u n d ati o n, 2 0 1 8 
B Y U  L.  R E V . 1 ( 2 0 1 8). 
2 7  D o n or a d vi s e d f u n d s ar e l e g all y d e s cri b e d i n I. R. C. § 4 9 6 6( d)( 2) as 
a f u n d or a c c o u nt: (i) w hi c h is s e p ar at el y i d e ntifi e d b y r ef er e n c e t o c o ntri b uti o n s of a d o n or 
or d o n ors, (ii) w hi c h i s o w n e d a n d c o ntr oll e d b y a s p o n s ori n g o r g a ni z ati o n, a n d (iii) wit h 
r es p e ct  t o  w hi c h  a  d o n or  ( or  a n y  pers o n  a p p oi nt e d  or  d esi g n at e d   b y  s u c h  d o n or)  h a s,  or 
r e as o n a bl y e x p e cts t o h a v e, a d vis or y pri vil e g es wit h r es p e ct t o t h e di stri b uti o n or i n v e st m e nt 
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i n v est m e nt  a n d  s p e n di n g  of  d o n at e d  ass ets.2 8   As  a  r es ult  of  t his 
u n d erst a n di n g,  d o n or- a d vis e d  f u n ds  f u n cti o n  li k e  c h arit a bl e  c h e c ki n g 
a c c o u nts.  T h e  f u n ds  r e m ai n  i n  t h e   a c c o u nt  a w aiti n g  i nstr u cti o ns  fr o m  t h e 
d o n or. 
T h e  p o p ul arit y  a n d  us e  of  D A Fs  e x pl o d e d  b e gi n ni n g  i n  1 9 9 1  w h e n 
Fi d elit y  cr e at e d  t h e  first  c o m m er ci al  D A F  s p o ns or — Fi d elit y  C h ar it a bl e. 
Alt h o u g h  Fi d elit y  C h arit a bl e  a d o pt e d  t h e  str u ct ur e  of  a  c o m m u nit y 
f o u n d ati o n,  t h e  or g a ni z ati o n  di d  n ot  p ur p ort  t o  st a n d  f or  a n y  parti c ul ar 
c h arit a bl e  p ur p os e — ot h er  t h a n  t h e  cr e ati o n  of  d o n or- a d vis e d  f u n ds. 2 9  
C o m m er ci al  D A Fs  pr o vi d e  a n ot h er  p o p ul ar  m e a ns  b y  w hi c h  pri v at e 
f o u n d ati o ns c a n m e et t h eir 5 % p a y o ut r e q uir e m e nt, w hil e still r et ai ni n g d e-
f a ct o o n- g oi n g c o ntr ol o v er t h eir c o ntri b ut e d ass ets. 
T h us,  i n  o ur  a b o v e  e x a m pl e,  if  a  pri v at e  f o u n d ati o n  is  f u n d e d  w it h 
$ 1 0, 0 0 0, 0 0 0,  it  c a n  f ull y  m e et  its  p a y o ut  r e q uir e m e nt  b y  distri b uti n g 
$ 5 0 0, 0 0 0  e a c h  y e ar  t o  a  d o n or- a d vis e d  f u n d  w h er e  t h e  f u n ds  c a n r e m ai n 
u n d er t h e f o u n d ati o n’ s or d o n or’s o n- g oi n g c o ntr ol, a n d t h er e a r e n o f urt h er 
p a y o ut r ul es a p pli c a bl e t o t his f u n d. 
T his  a bilit y  t o  a v oi d  p a y o ut  r ul es  b y  c o ntri b uti n g  t o  a  d o n or- a d vis e d 
f u n d is diffi c ult t o j ustif y i n li g ht of t h e t e m p or al l o gi c of t h e p a y o ut r ul e. 
Alt h o u g h it is u n d erst a n d a bl e w h y s o m e pri v at e f o u n d ati o ns mi g h t w a nt  t h e 
fl e xi bilit y  aff or d e d  b y  d o n or- a d vis e d  f u n ds,  t his  is  diff er e nt fr o m  w h et h er 
t his r ul e is g o o d p oli c y. 
C. Pr o gr a m- R el at e d I n v est m e nts 
Pr o gr a m-r el at e d i n v est m e nt s ( P RIs) r e pr es e nt t h e l at est e x p a nsi o n of t h e 
c o n c e pt of p a y o ut. P RIs ar e si mil ar t o gr a nts, b ut u nli k e gr a nt s, t h e pri v at e 
f o u n d ati o n e x p e cts t o g et a r et ur n of c a pit al a n d i n s o m e c as es a n i n v est m e nt 
r et ur n  o n  t h eir  pr o gr a m-r el at e d  i n v est m e nt.  As  e x pl ai n e d  i n  o n e  arti cl e 
g e ar e d  t o  pr a ctiti o n ers,  b y  u si n g  P RIs,  pri v at e  f o u n d ati o ns  c a n  “s er v e a s 
                                                                                                                           
 
2 8  T his dis c o n n e ct b et w e e n t h e l e gal a gr e e m e nt a n d t h e g o v er ni n g u n d erst a n di n g of t h e p arti es is 
c a pt ur e d i n t h e st at ut or y d efi niti o n of d o n or- a d vi s e d f u n d s i n I R C S e cti o n 4 9 6 6. S e e  I. R. C. § 4 9 6 6( d)( 2). 
2 9   R y a n  M a c p h ers o n  et  al., D o n or- A d vis e d  F u n ds:  A n  U n d er utiliz e d  P hil a nt hr o pi c  V e hi cl e  t o  
S u p p ort I n n o v ati o n i n S ci e n c e a n d E n gi n e eri n g ,  MI T  IN N O V A TI O N INI TI A TI V E   7  (J u n e  2 0 1 7),  htt p s:// 
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v e nt ur e  c a pit alists  b y  pr o vi di n g  s e e d  c a pit al  t o  d o m esti c  a n d  f or ei g n  f or-
pr ofit c o m p a ni es, u s e all m a n n er of cr e ati v e fi n a n ci al str u ct ur es ( d e bt, e q uit y, 
or  a  c o m bi n ati o n  of  b ot h),  a n d  t a k e  it  all  i nt o  a c c o u nt  as  ‘ q u a lif yi n g 
distri b uti o ns’ f or t h e y e ar. ” 3 0  Li k e a d mi nistr ati v e e x p e ns es, t h e c o n c e pt of 
pr o gr a m-r el at e d  i n v est m e nts  is  n ot  wit h o ut  j ustifi c ati o n — h o w e v e r,  t h e 
c o nt o urs of t h e c o n c e pt h a v e b e c o m e s o el asti c t h at, d e p e n di n g o n h o w t h e y 
ar e str u ct ur e d, pr o gr a m-r el at e d i n v est m e nts c a n all o w pri v at e f o u n d ati o ns t o 
gr o w t h eir o w n ass ets a n d als o gr o w t h e w e alt h of f or- pr ofit c o m p a ni es a n d 
t h eir s h ar e h ol d ers i n w a y s t h at s e e m t o c o nfli ct wit h t h e l ar g er p ur p os es of 
t h e 5 % p a y o ut r ul e. 
Pr o gr a m-r el at e d  i n v est m e nts  aff e ct  p a y o ut  r ul es  i n  t w o  w a y s:  fi rst,  a 
pr o gr a m-r el at e d i n v est m e nt c a n b e us e d t o s atisf y a pri v at e f o u n d ati o n’s 5 % 
p a y o ut r e q uir e m e nt. 3 1  S e c o n d, i n c al c ul ati n g w h at t h at p a y o ut r e q uir e m e nt 
is, pr o gr a m-r el at e d i n v est m e nts ar e n ot c o u nt e d as p art of t h e f o u n d ati o n’ s 
ass et s us e d t o c al c ul at e t h e 5 % p a y o ut r e q uir e m e nt. 3 2  F or e x a m pl e, a pri v at e 
f o u n d ati o n  t h at  h as  t ot al  ass et s  of  $ 1 0, 0 0 0, 0 0 0,  of  w hi c h  $ 6, 0 00, 0 0 0  is 
i n v est e d  i n  pr o gr a m-r el at e d  i n v est m e nts,  n e e d  o nl y  distri b ut e  5%  of 
$ 4, 0 0 0, 0 0 0 i n or d er t o s atisf y its p a y o ut r e q uir e m e nt. I n a d dit i o n, it c a n d o 
s o  b y  m a ki n g  a n  a d diti o n al  pr o gr a m-r el at e d  i n v est m e nt  of  $ 2 0 0, 0 0 0.  If  a 
pri v at e  f o u n d ati o n  w er e  t o  i n v est  all  of  its  ass ets  i n  “ pr o gr a m   r el at e d 
i n v est m e nts ” it w o ul d h a v e n o f urt h er p a y o ut o bli g ati o ns. 
Gi v e n  t h e  p o w erf ul  eff e ct  of  pr o gr a m-r el at e d  i n v est m e nts  o n  p a y o ut 
r e q uir e m e nts,  it  is  p arti c ul arl y  im p ort a nt  t o  cir c u ms cri b e  t h e d efi niti o n  of 
w h at c o nstit ut es a pr o gr a m-r el at e d i n v est m e nt i n s u c h a w a y t h a t it e ns ur es 
t h at t h e gr a nts ar e tr ul y pr o vi di n g a p u bli c b e n efit. N o n et h el ess, t h e tr e n d i n 
t h e  l a w  h as  b e e n  t o  si g nifi c a ntl y  li b er ali z e  t h e  s c o p e  of  pr o gra m-r el at e d 
i n v est m e nts wit h n o c o n c er n of t h e iss u es t h at t h e y mi g ht r ais e. 
B as e d o n t h e l e gisl ati v e hist or y,  t h e ori gi n al c o n c e pt of pr o gra m-r el at e d 
i n v est m e nts  w as  f airl y  li mit e d  t o  i n cl u d e  s u c h  i n v est m e nts  as  lo w-  or  n o-
                                                                                                                           
 
3 0   Of er  Li o n  &  D o u gl a s  M.  M a n ci n o, P RIs — N e w Pr o p os e d R e g ul ati o ns a n d t h e N e w V e nt ur e 
C a pit al , 2 4 TA X ’N O F E X E M P T S  3, 3 ( 2 0 1 2). 
3 1  Tr e a s. R e g. § 5 3. 4 9 4 2( a)- 3( a)( 2)(i) ( a s a m e n d e d i n 1 9 8 6). 
3 2  Tr e a s. R e g. § 5 3. 4 9 4 2( a)- 2( c)( 3)(ii)( d); P a ul Br e st, I n v esti n g f or I m p a ct wit h Pr o gr a m R el at e d 
I n v est m e nts,  ST A N F O R D S O CI A L IN N O V A TI O N   ( S u m m er  2 0 1 6),  htt ps://ssir. org/ arti cl es/ e ntr y/i n v esti n g _ 
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i nt er est l o a ns t o n e e d y st u d e nts or f u n ds f or l o w-i n c o m e h o usi ng a n d ur b a n 
r e n e w al.3 3   E a c h  of  t h es e  i n v est m e nts  ar g u a bl y  fit  c o mf ort a bl y  wit hi n  t h e 
n oti o n  of  f u n ds  s p e nt  f or  c h arit a bl e  p ur p os e. 3 4   H o w e v er,  i n  r e c e nt  y e ars, 
c h a n g es  t o  t h e  r e g ul ati o ns  h a v e  m a d e  cl e ar  t h at  t h e  c o n c e pt  of pr o gr a m-
r el at e d i n v est m e nts h as b e e n si g nifi c a ntl y e x p a n d e d t o i n cl u d e a wi d e arr a y 
of  tr a diti o n al  i n v est m e nt  ass et s,  i n cl u di n g  e q uit y  st a k es  i n  f o r- pr ofit 
c o m p a ni es. 
Pr o gr a m-r el at e d  i n v est m e nts  is  a  c o m pl e x  iss u e  b e c a us e  t h es e 
i n v est m e nts c a n a c c o m plis h si g nifi c a nt c urr e nt g o o d. H o w e v er, be c a us e t h e 
r e q uir e m e nts ar o u n d P RI’ s ar e s o l e ni e nt, P RI’s c a n als o b e u s ed si m pl y t o 
di v ert t h e f o u n d ati o n’ s r es o ur c es i nt o l o n g t er m i n v est m e nts t h at pr o vi d e n o 
m e a ni n gf ul c urr e nt b e n efit a n d all o w t h e f o u n d ati o n t o ot h er wis e a v oi d t h e 
5 % p a y o ut r e q uir e m e nt. 
U n d er t h e r ul es, i n v est m e nts m u st m e et t hr e e r e q uir e m e nts t o b e  tr e at e d 
as a pr o gr a m-r el at e d i n v est m e nt. 3 5  First, t h e i n v est m e nt’s pri m ar y p ur p os e 
m u st b e t o a c c o m plis h o n e or m or e of t h e f o u n d ati o n’s c h arit a bl e p ur p os es. 3 6  
T o  d o  t his,  it  m ust  b ot h  si g nifi c a ntl y  f urt h er  t h e  f o u n d ati o n’ s   c h arit a bl e 
p ur p os es a n d n ot h a v e b e e n m a d e b ut f or t h at a c hi e v e m e nt. S e c o n d, i n c o m e 
pr o d u cti o n m ust n ot b e a  si g nifi c a nt p ur p os e f or  m a ki n g t h e i n v est m e nt. 3 7  
T hir d, t h e i n v est m e nt m ust n ot f urt h er l o b b yi n g or ot h er p oliti c al a cti viti es. 3 8  
B e c a us e  t h es e  st a n d ar ds  l ar g el y  f o c us  o n  t h e  s u bj e cti v e  mi n d-s e t  of  t h e 
f o u n d ati o n  m a n a g ers  (t h at  t h e  i n v est m e nt  b e  m a d e  f or  c h arit a bl e  a n d  n ot 
                                                                                                                           
 
3 3  S e e  J. CO M M . O N T A X A TI O N , s u p r a  n ot e 1 1, at 4 6 ( “[ T] h e A ct m a k e s it cl e ar t h at a pr o gr a m-
r el at e d i n v est m e nt —s u c h as l o w-int er est or i nt er est-fr e e l o a ns t o n e e d y st u d e nt s, hi g h ris k i n v e st m e nt s i n 
l o w-i n c o m e h o usi n g, a n d l o a ns t o s m all b usi n ess es w h er e c o m m er ci al s o ur c es of f u n ds ar e u n a v ail a bl e —
is  n ot  t o  b e  c o nsi d er e d  as  a n  i n v est m e nt  w hi c h  mi g ht  j e o p ar di z e   t h e  f o u n d ati o n’s  c arr yi n g  o ut  ( of  its 
e x e m pt p ur p os e (si n c e s u c h a n i n v est m e nt is cl assifi e d as a c h a rit a bl e e x p e n dit ur e.) T o q u alif y as pr o gr a m 
r el at e d, t h e i n v e st m e nt m u st b e pri m aril y f or c h arit a bl e p ur p o ses a n d n ot h a v e as o n e of its si g nifi c a nt 
p ur p os es t h at of d eri vi n g a pr ofit f or t h e f o u n d ati o n. ”). 
3 4  Alt h o u g h o n e mi g ht q u esti o n w h et h er a sli g htl y b el o w- m ar k et l oa n of $ 1 0 0, 0 0 0 s h o ul d r e c ei v e 
t h e s a m e cr e dit f or p ur p o s e s of q u alif yi n g di stri b uti o n s as a n o utri g ht c h arit a bl e gr a nt of $ 1 0 0, 0 0 0 or e v e n 
as a l o a n t h at is si g nifi c a ntl y b el o w m ar k et r at e. 
3 5  Tr e a s. R e g. § 5 3. 4 9 4 4- 3( a) ( a s a m e n d e d i n 2 0 1 6). 
3 6  I d. § 5 3. 4 9 4 4- 3( a)( 1)(i). 
3 7  I d. § 5 3. 4 9 4 4- 3( a)( 1)(ii). 




3 5 2  | P i t t s b u r g h  T a x  R e v i e w  |  V o l .  1 7  2 0 2 0  
 
Pitt T a x R e vi e w | I S S N 1 9 3 2- 1 8 2 1 ( pri nt) 1 9 3 2- 1 9 9 6 ( o nli n e)  
D OI 1 0. 5 1 9 5/t a xr e vi e w. 2 0 2 0. 1 1 3 | htt p://t a xr e vi e w.l a w. pitt. e d u  
i n v est m e nt p ur p os es), t h es e st a n d ar ds pr o vi d e v er y littl e ass ura n c e t h at t h e 
pr o gr a m-r el at e d  i n v est m e nt  will  a c c o m plis h  a  m e a ni n gf ul  c h arit a bl e 
p ur p os e. 
Si n c e 1 9 7 2, t h e g o v er ni n g Tr e as ur y R e g ul ati o n S e cti o n 5 3. 4 9 4 4 – 3 ( b) 
h as c o nt ai n e d ni n e e x a m pl es ill ustr ati n g i n v est m e nts t h at q u ali f y as P RIs a n d 
o n e e x a m pl e of a n i n v est m e nt t h at d o es n ot q u alif y as a P RI. 3 9  T h e s e l o n g-
st a n di n g  ori gi n al  e x a m pl es  f o c us  o n  d o m esti c  sit u ati o ns  pri n ci p all y 
i n v ol vi n g  e c o n o mi c all y  dis a d v a nta g e d  i n di vi d u als  a n d  d et eri or at e d  ur b a n 
ar e as. H o w e v er, e v e n u n d er t h es e st a n d ar ds, t h e I R S a ut h ori z e d a v ari et y of 
diff er e nt i n v est m e nts i n f or- pr ofit c o m p a ni es t h at w er e d e e m e d t o q u alif y as 
pr o gr a m-r el at e d i n v est m e nt s, i n c l u di n g i n v est m e nt i n a f or- pr ofit c or p or ati o n 
f or m e d  f or  t h e  p ur p os e  of  fi n a n ci n g  a n d  pr o m oti n g  t h e  e x p a nsi o n  of 
e n vir o n m e nt all y  ori e nt e d  b usi n ess es  t h at  w o ul d  c o ntri b ut e  t o  c o ns er v ati o n 
a n d  e c o n o mi c  d e v el o p m e nt  i n  e c o n o mi c all y  a n d/ or  e n vir o n m e nt all y  
s e nsiti v e ar e as. T h e c or p or ati o n h a d d u al g o als of pr o vi di n g a r at e of r et ur n 
a n d d e m o nstr ati n g a cl e ar e n vir o n m e nt al b e n efit t hr o u g h e a c h i n v est m e nt. 4 0  
I n 2 0 1 2, t h e Tr e as ur y a n d t h e I R S pr o p os e d t o a d d ni n e c o nt e m p or ar y 
e x a m pl es t o hi g hli g ht t h e br o a d f u n cti o n a n d a p pli c a bilit y of P RIs as t h e y 
e n visi o n e d t h e m. 4 1  A s att or n e y s D a vi d L e vitt a n d R o b ert W e xl er n ot e d, t h e 
Tr e as ur y a n d t h e I R S a p p e ar e d t o b e e n c o ur a gi n g f o u n d ati o ns t o us e P RIs i n 
2 0 1 2 b y pr o p osi n g t o a d d n e w e x a m pl es, all of w hi c h d es cri b e a c as e w h er e 
a n  i n v est m e nt  q u alifi es  as  a  P RI. 4 2   T h e  2 0 1 2  pr o p os e d  r e g ul ati o ns  w er e 
                                                                                                                           
 
3 9  T h e o n e e x a m pl e t h at di d n ot q u alif y w as writt e n s o br o a dl y as  t o pr o vi d e n o g ui d a n c e at all: “ X, 
a pri v at e f o u n d ati o n, i n v e st s $ 1 0 0, 0 0 0 i n t h e c o m m o n st o c k of c or p or ati o n M. T h e di vi d e n ds r e c ei v e d 
fr o m s u c h i n v e st m e nt ar e l at er a p pli e d b y X i n f urt h er a n c e of it s e x e m pt p ur p o s e s. Alt h o u g h t h er e is a 
r el ati o ns hi p b et w e e n t h e r et ur n o n t h e i n v est m e nt a n d t h e a c c o mplis h m e nt of X’s e x e m pt a cti viti es, t h er e 
is  n o  r el ati o ns hi p  b et w e e n  t h e  i n v est m e nt  p er  s e  a n d  s u c h  a c c o mplis h m e nt.  T h er ef or e,  t h e  i n v est m e nt 
c a n n ot b e c o nsi d er e d as m a d e pri m aril y t o a c c o m plis h o n e or m or e of t h e p ur p os es d es cri b e d i n s e cti o n 
1 7 0( c)( 2)( B) a n d c a n n ot q u alif y a s p r o gr a m-r el at e d. ” Tr e as. R e g. § 5 3. 4 9 4 4- 3( a), e x. ( 7) ( as a m e n d e d i n 
2 0 1 6). 
4 0   I. R. S  Pri v.  Ltr.  R ul.  2 0- 0 1- 3 6 0- 2 6  ( S e pt. 7,  2 0 0 1).  T h e  I R S  c o n cl u d e d  t h at  alt h o u g h  t h e 
f o u n d ati o n e x p e ct e d a fi n a n ci al r et ur n, t h e i n v est m e nt w as m a d e dir e ctl y t o a c c o m plis h t h e f o u n d ati o n’s 
c h arit a bl e g o als a n d t h us q u alifi e d as a P RI. D a vi d L e vitt & R o b ert W e xl er, Pr o p o s e d R e g ul ati o n s W o ul d 
Bri n g Pr o gr a m- R el at e d I n v est m e nts I nt o t h e 2 1st C e nt ur y , 1 7 J. T A X ’N  1 0 0, 1 0 9 ( 2 0 1 2). 
4 1  Tr e a s. R e g. § 5 3. 4 9 4 4- 3( a); E x a m pl e s of Pr o gr a m- R el at e d I n v e stm e nt s, 7 7 F e d. R e g. 7 6, 2 3 4 2 9 
( A pr. 1 9, 2 0 1 2). 
4 2  Tr e a s. R e g. § 5 3. 4 9 4 4- 3( a); E x a m pl e s of Pr o gr a m- R el at e d I n v e stm e nt s, 7 7 F e d. R e g. 7 6, 2 3 4 2 9 
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fi n ali z e d i n 2 0 1 6 wit h s o m e r e visi o ns. T h e r e g ul ati o ns n o w m a k e cl e ar t h at 
P RIs c a n b e “l o a ns, a c q uisiti o ns of st o c k, a c o m bi n ati o n of t h e  t w o, li n k e d 
d e p osits,  a n d  g u ar a nt e es ”  a n d  m a y  b e  m a d e  d o m esti c all y  or  i n  ot h er 
c o u ntri es. 4 3  
O n c e a n i n v e st m e nt q u alifi es a s a  pr o gr a m-r el at e d i n v est m e nt, a pri v at e 
f o u n d ati o n  c a n  r et ai n  t h e  i n v est m e nt  e v e n  if  it  b e c o m es  pr ofit abl e.  F or 
e x a m pl e, a pri v at e f o u n d ati o n i nt er est e d i n i m pr o vi n g t h e e n vir o n m e nt c o ul d 
d e ci d e t o i n v est its f ull $ 1 0, 0 0 0, 0 0 0 i n pl a nt- b as e d m e at alt er n ati v es. If t h e 
p ur p os e of t h e i n v est m e nt is t o pr o m ot e t h e e n vir o n m e nt a n d n ot  t o m a k e a 
pr ofit, t h e n it will c o u nt f or p ur p os es of t h e f o u n d ati o n’ s p a y o ut r ul es (it will 
als o a v oi d p e n alt y as a j e o p ar di zi n g i n v est m e nt). T h e f o u n d ati o n c o ul d h ol d 
o n t o t h at i n v est m e nt f or t h e lif e of t h e f o u n d ati o n a n d f ull y m e et its p a y o ut 
r e q uir e m e nts. 
O n e of t h e c h all e n g es t o b uil di n g s e nsi bl e r ul es i n t his ar e a i s t h e f a ct 
t h at  t h e  t er m  “ pr o gr a m-r el at e d  i n v est m e nt ”  f or  p ur p os es  of  t h e p a y o ut 
r e q uir e m e nt  is  b orr o w e d  fr o m  t h e r ul es  a p pli c a bl e  t o  “j e o p ar di zi n g 
i n v est m e nts. ”4 4  T h e j e o p ar di zi n g i n v est m e nt r ul e is d esi g n e d t o dis c o ur a g e 
f o u n d ati o n  m a n a g ers  fr o m  m a ki n g  e x c essi v el y  ris k y  i n v est m e nts; a n d, 
pr o gr a m-r el at e d i n v est m e nts s er v e as a n e x c e pti o n t o t his r ul e. 4 5  H o w e v er, 
t h e  g e n er al  r ul e  r e g ar di n g  j e o p ar di zi n g  i n v est m e nts  h as  c o m e  u n d er  s o m e 
att a c k r e c e ntl y. Pr of ess or Ri c h ar d S c h m al b e c k r e c o m m e n ds r e p e al i n g I. R C. 
§ 4 9 4 4, o n t h e gr o u n d t h at t h e r ul e “i m p os e[s] c o m pli a n c e c osts , a n d m a y 
c hill  i n v est m e nt  str at e gi es  t h at  w o ul d  b e  b e n efi ci al  f or  f o u n d a ti o ns  as  a 
w h ol e. ” 4 6  It is n ot s ur prisi n g t h at t h er e w o ul d b e br o a d s u p p ort f or c arvi n g 
o ut g e n er al e x c e pti o ns, i n cl u di n g f or pr o gr a m-r el at e d i n v est m e n ts, gi v e n t h e 
disf a v or  wit h  w hi c h  S c h m al b e c k  a n d  ot h ers  h ol d  t h e  r ul es  g o v er n i n g 
j e o p ar di zi n g  i n v est m e nts.  N o n et h el ess,  i n  t h e  c o nt e xt  of  t h e  s atisf yi n g  t h e 
mi ni m u m distri b uti o n r ul e, wit h its i m p ort a nt pl a c e i n l e giti m a ti n g pri v at e 
f o u n d ati o ns,  it  m a k es  s e ns e  t o  b e  mi n df ul  of  t h e  a ct u al  c h arit abl e  i m p a ct, 
r at h er t h a n j ust t h e i nt e nt of t h e b o ar d i n m a ki n g t h es e i n v estm e nts. 
                                                                                                                           
 
4 3  L e vitt & W e xl er, s u p r a  n ot e 4 0, at 1 0 9. 
4 4  S e e  I. R. C. § 4 9 4 4. 
4 5  Ri c h ar d S h m al b e c k, R e c o nsi d eri n g Pri v at e F o u n d ati o n I n v est m e nt Li mit ati o ns , 5 8 TA X . L.  R E V . 
5 9, 6 6 ( 2 0 0 5). 
4 6  I d. at 1 0 8. 
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III. R E F O R MI N G P A Y O U T  
Pri v at e  f o u n d ati o n  p a y o ut  r ul es  pl a y  a n  i m p ort a nt  r ol e  l e giti m a ti n g 
pri v at e f o u n d ati o ns a n d pr o vi di n g s e e mi n g j ustifi c ati o n f or t h e  si g nifi c a nt t a x 
b e n efits aff or d e d t o t h eir d o n ors. H o w e v er, as dis c uss e d i n t hi s Arti cl e, cl os er 
i n q uir y r e v e als t h at p a y o ut r ul es as t h e y ar e c urr e ntl y dr aft e d o p er at e m or e 
as  a  fi g  l e af  t h a n  as  a  tr u e  ass ur a n c e  t h at  pri v at e  f o u n d ati o ns  will pr o vi d e 
r e g ul ar p u bli c b e n efit. T h e a bilit y of pri v at e f o u n d ati o ns t o me et t h eir p a y o ut 
o bli g ati o ns  b y  p a yi n g  s al ari es  t o  f a mil y  m e m b ers,  m a ki n g  distri b uti o ns  t o 
d o n or- a d vis e d  f u n ds  a n d  i n v esti n g  i n  pr o gr a m-r el at e d  i n v est m e nt s,  all 
s u g g est t h at if p a y o ut is g oi n g t o j ustif y t a x b e n efits, r ef or m is i n or d er. 
S o m e of t h es e r ef or ms ar e r el ati v el y e as y a n d str ai g htf or w ar d. 
First,  p a y o ut  r ul es  s h o ul d  b e  r e f or m e d  t o  pr o vi d e  t h at  pri v at e 
f o u n d ati o ns c a n n o l o n g er m e et t h eir p a y o ut r e q uir e m e nt b y p a yin g s al ari e s 
a n d ot h er e x p e ns es t o f a mil y m e m b ers or b y m a ki n g c o ntri b uti o ns  t o d o n or-
a d vis e d f u n ds. Alt h o u g h b ot h of t h es e ar e  all o w e d  b y t h e l ett er  of c urr e nt 
p a y o ut  r ul es,  t h e y  cl e arl y  u n d er mi n e  t h e  br o a d er  p ur p os e  of  ass uri n g  t h at 
pri v at e f o u n d ati o n ass ets pr o vi d e  r e g ul ar o n- g oi n g p u bli c b e n efit. 
T h e r ul e r e g ar di n g pr o gr a m-r el a t e d i n v est m e nts q u alif yi n g f or pa y o ut is 
a m or e c o m pl e x o n e a n d m y pr o p os al h er e is i n t e nt ati v e f or m o n l y. W hil e 
i n v est m e nts c a n ar g u a bl y pr o d u c e p u bli c g o o d, t h e q u esti o n is wh et h er t h e 
i n v est m e nts  all o w e d  u n d er  t h e  c urr e nt  pr o gr a m-r el at e d  i n v est m e nt  r ul es 
pr o vi d e t h e s a m e l e v el of g o o d as a n o utri g ht gr a nt. C urr e nt r u l es ar e u nli k el y 
t o ass ur e s uffi ci e nt p u bli c b e n efit si n c e t h eir f o c us is o n t h e s u bj e cti v e i nt e nt 
of t h e f o u n d ati o n m a n a g ers a n d n ot o n t h e a ct u al p u bli c b e n efit  pr o vi d e d b y 
t h e  i n v est m e nt.  Gi v e n  t h e  m ar k et  i nt er est  i n  attr a cti n g  pri v at e  f o u n d ati o n 
f u n ds, t h e r ul es s h o ul d d o m or e to e ns ur e t h at t h e p u bli c b e n ef it is n ot b ei n g 
s u b v ert e d. 
O n e p ossi bl e a ns w er i s t o r ef or m t h e r ul es t o e st a blis h s o m e o b j e cti v e 
m etri c t h at as s ur es t h at pr o gr a m-r el at e d i n v est m e nts tr ul y s er v e p u bli c e n ds 
at  a  l e v el  t h at  is  c o m p ar a bl e  t o  c h arit a bl e  gr a nts.  Alt er n ati v e l y,  t h e  r ul es 
g o v er ni n g  pr o gr a m-r el at e d  i n v est m e nts  c o ul d  b e  m o difi e d  t o  pr o v i d e  t h at 
pr o gr a m-r el at e d  i n v est m e nts  w o ul d  n o  l o n g er  s er v e  as  a  q u alif yi n g 
distri b uti o ns f or p ur p os es of t h e 5 % e x cis e t a x b ut w o ul d c o nti n u e t o a p pl y 
as  a n  e x e m pti o n  fr o m  t h e  j e o p ar di zi n g  i n v est m e nt  r ul e.  O n e  a d v a nt a g e  of 
t his  a p pr o a c h  is  t h at  if  w e  r e m o v e  pr o gr a m-r el at e d  i n v est m e nts fr o m 
q u alif yi n g f or t h e p a y o ut r ul e, w e c a n li b er ali z e t h e d efi niti o n of pr o gr a m-
r el at e d i n v est m e nts t o t a k e o ut t h e r e q uir e m e nt t h at “i n c o m e pro d u cti o n m ust 
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n ot b e a si g nifi c a nt p ur p os e f or m a ki n g t h e i n v est m e nt. ” T his w o ul d m a k e it 
e asi er  f or  a  f o u n d ati o n’s  i n v est m e nt s  t o  q u alif y  as  a  pr o gr a m-r el at e d 
i n v est m e nt f or p ur p os es of t h e j e o p ar di zi n g i n v est m e nt r ul e, m aki n g it e asi er 
f or pri v at e f o u n d ati o ns i n t h e i n v est m e nt of “t h e ot h er ni n et y-fi v e p er c e nt of 
t h eir ass ets. ” 

